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The Future of Government Regulation
of Agriculture: Implications of Tax
Policy for Agriculture*
By Neil E. Harl**
I.

INTRODUCTION

As historians write congressional history for the twentieth century, a prominent place should be reserved for the discovery of
taxation as a prime tool for implementation of national policy.'
Starting in 1962 with resort to the seven percent investment tax
credit to stimulate investment 2 and, in the words of President
Kennedy, to "get the country moving again," Congress has turned
frequently to taxation where a specific change in behavioral pattern was desired. Four examples of the many specific congressional
acts are:
1) A deduction was provided to encourage land clearing expense4
(an earlier enactment was designed to encourage soil and water
conservation5).
* Presented originally as part of an Agricultural Law Seminar speech at the
dedication of the College of Law Building, Northern Illinois University, DeKalb,
Illinois, March 18, 1983.
** Charles F. Curtiss Distinguished Professor in Agriculture and Professor of
Economics, Iowa State University; B.S., Ph.D., Iowa State University; J.D., University of Iowa.
1. See generally R.

MUSGRAVE

& P.

MUSGRAVE, PUBLIC FINANCE IN THEORY

(3d ed. 1980); J. PECHMAN, FEDERAL TAX POLICY (3d ed. 1977);
Pechman, Tax Policies for the 1980's in ECONOMICS IN THE PUBLIC SERVICE
(Pechman & Simler eds. 1982); S.SURREY, PATHWAYS TO TAX REFORM: THE CONCEPT OF TAX EXPENDITURES (1973). See also Break, The Incidence and Economic
Effects of Taxation, in THE ECONOMICS OF PUBLIC FINANCE 119-240 (A. Blinder et
al. 1974); H. AARON & J. PECHMAN, How TAXES AFFECT ECONOMIC BEHAVIOR
(1981).
2. Revenue Act of 1962, Pub. L. No. 87-834, § 2, 76 Stat. 962.
3. For a discussion of the overall economic strategy of the Kennedy Administration, including the investment tax credit as the "backbone of tax incentives for
growth through business capital information," see Heller, Kennedy Economics
Revisted [sic] in ECONOMICS IN THE PUBLIC SERVICE 235, 240 (Pechman & Simler,
eds. 1982).
4. Internal Revenue Code of 1954, § 182 (hereinafter I.R.C.). See generally 4
N. Harl HR.L, AGRICULTURAL LAW § 28.04[3] (1983).
5. I.R.C. § 175. See 4 N. HARL, supra note 4, § 28.04[2].
AND PRACTICE
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2) Investment tax credit was suspended in 19666 and again in
19697 because of inflationary pressures on the economy.
3) Encouragement was provided to hire the poor, minorities and
the handicapped by providing credits to employers-the Jobs
Credit 8 and the WIN Credit.9 The result was to reduce the payroll cost for hiring targeted group members. 10 An employer could,
therefore, accept lower productivity because the unit cost for labor was less.
4) Credits became one of the chief vehicles for implementing energy policy, in the Energy Tax Act of 1978.1 Credits were provided for home insulation, installation of solar and wind energy
systems, and various business energy conservation measures.12
There are, of course, dozens more that could be mentioned. 3
There are several reasons why Congress increasingly has
turned to the tax system to implement policy:
1) Taxes alter costs and returns and affect economic relationships. People are responsive to economic forces and Congress has
learned to orchestrate economic forces through taxation to
achieve the desired behavioral response on the part of demanders
of goods and on the part of producers. In effect, tax-oriented policy makes use of the price or market system, rather than resorting
to direct governmental regulation. Taxation would, then, appear
to be made to order for a world apparently receding from direct
regulation.
6. Pub. L. No. 89-800, § 3, 80 Stat. 1514 (1966).
7. Pub. L. No. 89-800, § 1, 80 Stat. 1508 (1966).
8. Tax Reduction and Simplification Act of 1977, Pub. L. No. 95-30, § 202(b),
91 Stat. 141, adding I.R.C. § 51.
9. Revenue Act of 1971, Pub. L. No. 92-178, § 601(b), 85 Stat. 553, adding
I.R.C. § 50A.
10. The targeted jobs credit, which has been extended to include a credit for
wages paid to an individual who begins work for an employer prior to January 1,
1985, allows a credit equal to 50% of the first $6,000 of wages paid to a qualified
employee in the first year of employment and 25% of such wages in the second
year. I.R.C. § 51(b). The Tax Equity and Fiscal Responsibility Act of 1982 added
a new category of targeted individuals, economically disadvantaged youth who are
16 to 17 years of age, with a credit of 85% of up to $3,000 of wages paid for
services attributable to any 90 day period between May 1 and September 1. I.R.C.
§ 51(d)-(12)(B). See 4 N. HARL, supra note 4, § 32.07[3][c].
11. Energy Tax Act of 1978, Pub. L. No. 95-618, 92 Stat. 3174.
12. See I.R.C. §§ 46(a), 44C (1983).
13. Another prominent example of tax legislation adopted specifically to influence economic behavior was the Accelerated Cost Recovery System (ACRS) enacted in 1981 to encourage capital investment. I.R.C. § 168 (added by the Economic Recovery Tax Act, Pub. L. No. 97-34, § 201(a), 95 Stat. 204 (1981)).
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2) Programs can be implemented quickly if handled through tax-

ation, since it is not necessary to have long lead time to place
policies in operation.

3) A huge new bureaucratic force is not required to implement
new policies. The Internal Revenue Service is already in place
and functioning.1 ' Especially in an era of concern about burgeoning costs for government and a general aversion to a larger
governmental work force, the tax system is a particularly attrac-

tive vehicle for implementing policy.

4) There is precision in the tax system as an implementor of pol-

icy and uniformity of application over the target groups.

Using the tax system to implement policy is not without
problems, however. First, it has made the federal tax structure unbelievably complex. A large proportion of the added tax law since
1962 is attributable to implementation of policies other than generation of revenue.
Second, there has been a tendency to implement policy that
appeared sound from a micro point of view, from the standpoint of
individual producers and consumers, without anticipating the
macro consequences or the consequences in the aggregate. That is,
a policy may appear sound when viewed from the standpoint of a
single consumer or a single firm. However, if all or a substantial
part of the consumers or firms respond, the aggregate outcome
may be quite unanticipated.
Third, sectors like agriculture that differ significantly from
other sectors of the economy may suffer quite different consequences when tax changes are made. As an example, during the
1960's and 1970's, several states sought to curb the use of corporations in farming.1" Yet in 197516 and 1978,17 Congress, in an effort

to aid small businesses, reduced corporation income tax rates sub14. This is not to suggest that implementation of policy through the tax system is costless. A substantial cost is incurred through diverting Internal Revenue
Service personnel from audit and other revenue generating activities and from
increased complexity of the tax system which exacts a cost from practitioners and
taxpayers.
15. See infra notes 50-53 and accompanying text.
16. Tax Reduction Act of 1975, § 303(a), 89 Stat. 44. For 1975-78, the corporate rate schedule was comprised of three marginal rates: 20% on the first $25,000
of corporate taxable income, 22% on the next $25,000 and 48% on any amount
exceeding $50,000 of corporate taxable income. For the period before 1975, the
normal tax was levied at 22% of corporate taxable income and a surtax of 26% of
taxable income in excess of the surtax exemption of $25,000.
17. Revenue Act of 1978, § 301, 92 Stat. 2763, 2820.
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stantially for taxable incomes below $100,000. Thus, a decided tilt
was built into the federal tax structure favoring corporations over
partnerships and sole proprietorships. This was done at a time
when some states were trying to discourage use of the corporation.'" Moreover, in agriculture, because of the large number of
small firms, the outcome was to benefit the larger farm and ranch
operations. Congress probably did more in two tax bills to influence the structure of agriculture, in terms of organizational structure at least, than the states had done in some time.
This illustrates that tax policies have tended to influence the
structure of agriculture, often inadvertently. In recent years, the
question of structure of agriculture has moved to center stage. 19
But it is not a new concern nor is it only recently that we have
managed to influence the structure of agriculture by deliberate
actions.2 0
In this article attention is focused principally on (1) the
uniqueness of agriculture from a tax perspective, (2) the effects of
tax policy on the structure of agriculture, and (3) identified policy
concerns as viewed prospectively.
II.

TAX POLICY AND THE UNIQUENESS OF AGRICULTURE

Federal income tax legislation over the past decade has
painted a picture of attempts by Congress to neutralize tax-motivated resource shifts into agriculture, in some cases made to take
advantage of tax provisions intended for the benefit of bona fide
farmers. The basic income tax incentives have been largely of four
types: (1) the combination of the cash method of accounting"' and
the biological processes of agriculture that permitted (and still
does to a lesser degree than formerly) conversion of deductions
from ordinary income into ultimate taxation of gain as long-term
capital gain;2 2 (2) the availability of the cash method of accounting
18. See Harl, The Family Corporation, in SIZE, STRUCTURE AND FUTURE OF
FARMS (1972).
19. See infra note 50.
20. In addition to effects upon the structure of agriculture, changing tax pol-

icy may have unexpected effects on tax equity because of the uniqueness of agri-

culture and agricultural tax policy. For a discussion of one example, see Harl,
New Legislation to Solve Payment-in-Kind Program Tax Woes, 5 J. AGRIc. TAX.
& LAW 3 (1983).
21. See Treas. Reg. § 1.446-1(c)(1), T.D. 7285, 1973-1 C.B. 163. See also 4 N.
HARL, supra note 4, § 25.0211].

22. Until 1970, recapture rules did not apply to livestock. Therefore, it was
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and deferral of recognition of gain such that expenses are incurred
in one time period with income taxed in a later period;23 (3) the
operation of tax entities with different rates of federal and state
income tax ranging from zero to the highest marginal rate for individuals;24 and (4) the authorization of various tax deferral options.26 As to the income tax motivations to invest in agriculture,
the past several years have generally involved efforts to narrow the
scope of tax motivations for nonfarm investors.2 6
In an effort to limit the utilization of advantageous tax provisions to bona fide farmers (and farmland owners engaged in the
"business of farming" through a lease), the rules of eligibility for
several provisions have been shaped to preclude use by passive investors in farmland.2 7 However, passive rental arrangements between a bona fide farmer as landowner and a family partnership or
corporation carrying on the farming operation may, from a tax perspective, be indistinguishable from one involving an absentee, passive investor.
As an example, for assets such as land rented to a business
entity, the tests of eligibility for installment payment of federal
possible, prior to 1970, to purchase a cow-calf herd, for example, depreciate the
animals to a low level and sell the herd with long-term capital gain treatment on
the resulting gain. Livestock was added to I.R.C. § 1245 recapture, effective for
taxable years beginning after December 31, 1969. Tax Reform Act of 1969, Pub.
L. No. 91-172, § 212(a)(2), 83 Stat. 571. The same legislation, the Tax Reform Act
of 1969, added a further provision to recapture gain on disposition of "farm recapture property" to the extent the taxpayer had a balance in the taxpayer's "excess
deductions account" from net farm losses. I.R.C. § 1251 (added to the Internal
Revenue Code by Pub. L. No. 91-172, § 211(a), 83 Stat. 566 (1969)). No additions
have been made to excess deductions accounts since 1975. I.R.C. § 1251(b)(2)(E).
23. The use of limited partnerships as a tax shelter (such as with feedyard
activity involving cattle) with prepurchased supplies and with gain recognized in a
later tax year was curtailed by enactment of limits on deductibility of supplies by
"farming syndicates." See I.R.C. § 464. See also 4 N. HARL, supra note 4, §
28.05[5][c].
24. One factor encouraging the incorporation of farm and ranch businesses
has been the creation of a new taxpayer (at a marginal rate of 15 percent on the
first $25,000 of corporate taxable income for 1983 and later years) with formation
of a C corporation. I.R.C. § 11.
25. See I.R.C. § 77 (election to report Commodity Credit Corporation loans
as income in the year loan proceeds are received); id. § 451(d) (opportunity to
postpone recognition of gain on crop insurance proceeds to the taxable year following the year of receipt); id. § 453 (installment sale rules available for property
held for sale by a taxpayer on the cash method of accounting).
26. See supra notes 22 & 23.
27. See infra notes 28-43.
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estate tax28 are applied separately to the business entity and the
leased assets. 29 For purposes of special use valuation of farmland in
the post-death recapture period, any cash renting of land by a
qualified heir causes recapture of the federal estate tax benefit if
occurring after the two-year grace period following death.30 The
special provisions permitting a current income tax deduction for
32
soil and water conservation expenses," and land clearing costs
rather than capitalization of such expenditures require that the
taxpayer be engaged in the "business of farming."" A cash rent
lease of farmland does not meet the requirement unless the landowner participates materially in management, which is unlikely
with a cash rent lease.3" Similarly, current deductibility of expenditures for fertilizer, lime and other soil conditioners" requires that
the land involved be used in the business of farming. 6 Again, a
cash rent lease does not meet the test unless the landowner materi3 7
ally participates in management.
Several provisions of general applicability designed to benefit
those in business, but not mere investors, accentuate the business/
investor dichotomy. Thus, the limit on deductibility of interest on
property held for investment (limit of $10,000 plus net investment
income plus excess expenses from "net lease" property)3 8 appar28. See I.R.C. § 6166.
29. See Priv. Ltr. Rul. (P-H) 7917006 (Jan. 11, 1979) (leased land not
deemed part of business); Priv. Ltr. Rul. (P-H) 8140020 (July 1, 1981) (assets
under cash rent lease to corporation not deemed to be an interest in closely held
business).
30. See I.R.C. § 2032A(c)(6)(A) (each qualified heir must meet the "qualified
use" test). The qualified use test presumably requires each qualified heir to have
"an equity interest in the farm operation." Cf. Treas. Reg. § 20.2032A-3(b), T.D.
7710, 1980-2 C.B. 354. See generally 5 N. HARL, supra note 4, § 43.03[2][g][i][H].
31. I.R.C. § 175. See 4 N. HARL, supra note 4, § 28.04[2].
32. I.R.C. § 182. See 4 N. HARL, supra note 4, § 28.04[3].
33. I.R.C. §§ 175(a), 182(a). See Treas. Reg. § 1.175-3, T.D. 6649, 1963-2 C.B.
49; § 1.182-2 (1965).
34. See Rev. Rul. 69-605, 1969-2 C.B. 33 (1969).
35. I.R.C. § 180.
36. Treas. Reg. §§ 1.180-1(b), 1.175-3 (1983).
37. As a practical matter, a lessor under a cash rent lease is unlikely to want
to deduct expenditures for fertilizer, lime and other soil conditioners inasmuch as
the tenant usually bears such expenditures. However, the rule of nondeductibility
(unless the land is used in the business of farming) takes on added significance
with participation in some types of government farm programs. See infra note 47
and accompanying text.
38. I.R.C. § 163(d).
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ently does not apply to the acquisition of land rented under a crop
share lease but apparently would be applicable to property acquired and leased under cash rent or other passive rental arrangements.3 9 Similarly, improvements to land rented under cash rent or
other passive rental arrangements appear to be subject to the
noncorporate lessor rule4" with the result that the property may
not be eligible for investment tax credit.41 Passive rental arrangements for purposes of the personal holding company tax4 2 and eligibility for S corporation status"3 add to the business/investor distinction that has come to pervade much of farm and ranch income
tax law.
One consequence of creating favored status for farm operators
and landowners engaged in the business of farming-with the uniqueness implemented by limitations imposed on mere investors-is
that emergence of new concepts can cause problems. As an example, price and income support programs for agricultural commodities through government-backed programs (such as the 1983 payment-in-kind or PIK program44 ) may create unanticipated tax
consequences. PIK program participation essentially represents a
passive lease of idled acres to the federal government with the result that many of the tax provisions, designed to distinguish between mere investors and those engaged in business, were drawn
into question. 45 In 1983, legislation was enacted treating commodities received by a producer as payment-in-kind (but not cash pay39.
est" in
40.
41.
42.
43.

Regulations have not been issued as to the meaning of "investment interthe context of types of lease arrangements.
See I.R.C. § 46(e)(3).
See 6 N. HARL, supra note 4, § 50.05.
I.R.C. §§ 541-547. See 7 N. HARL, supra note 4, § 55.06.
If an S corporation has earnings and profits (from years the corporation

was under C corporation status) at the close of three consecutive taxable years
and more than 25% of gross receipts from each of the taxable years comes from

passive income, the S election terminates. Pub. L. No. 97-354, § 2, 96 Stat. 1669
(1982) (adding I.R.C. § 1362(d)(3)(A)). Only taxable years beginning after December 1, 1981, are considered for purposes of whether an S corporation has passive
investment income of more than 25% of gross receipts for more than three consecutive taxable years. Subchapter S Revision Act of 1982, Pub. L. No. 97-354, §
6(b)(3), 96 Stat. 1697 (1982). The corporation must be an S corporation for all
three consecutive taxable years for the rule to apply.

44. See 48 Fed. Reg. 1,696 (Jan. 14, 1983) (payment-in-kind program for 1983

crops of wheat, corn, grain sorghum, upland cotton and rice); Rev. Rul. 60-32,
1960-1 C.B. 23 (tax treatment of payment-in-kind program under the Soil Bank
Act, Title I of the Agriculture Act of 1949).
45. See H. REP. No. 98-14, 98th Cong., 1st Sess. 10-18 (1983).
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ments for land diversion under the same or similar programs) 46 as
though the commodity had been produced by the taxpayer.47 As a
result, another layer of. uniqueness was added to agricultural
taxation.
Because of the uniqueness of the tax treatment of agriculture,
the sector was hoisted by its own petard with the announcement
and implementation of a seemingly unique government farm program without attention to the tax consequences. 48 The increasingly

unique tax treatment of agriculture thus requires special care and
insight in terms of new legislation and in terms of development of
administrative rules.49
III.

THE STRUCTURE OF AGRICULTURE

In the last third of the twentieth century, the structure of agriculture has become a matter of major policy concern.50 Since
1973, state legislatures in Minnesota,"1 South Dakota,5 2 Wiscon46. Under the 1983 PIK program, participants must enroll in the 20% acreage diversion program, for which a cash payment is made, as a condition to par-

ticipation in the additional acreage diversion for which payments-in-kind are received in the form of commodities. See 48 Fed. Reg. 1,696 (Jan. 14, 1983).
47. Pub. L. No. 98-4, § 2(a)(2), 97 Stat. 7 (1983).

48. The first published analysis of the various tax problems of the paymentin-kind program came 17 days after publication of PIK program details in the
Federal Register. See Muhm, Economist Warns of Estate, Income Tax Consequences of Crop Swap, Des Moines Register, Feb. 1, 1983, at 5S. Thirty-eight
days later, remedial legislation was signed into law. See supra note 47.
49. An announcement made by the Internal Revenue Service on March 1,
1983, is an example of the care required in the development of administrative
rules. See Ann. 83-43, 1983-10 I.R.B. 29. In that announcement, IRS stated, inter
alia, that "a farmer who receives cash or a payment-in-kind from the Department
of Agriculture for participation in a land diversion program is liable for self-employment tax on the cash or payment-in-kind received." Id. The announcement
was at odds with the law applicable to similar situations in the past. Compare
Maxwell v. Gardner, Unempl. Ins. Rep. (CCH) 14,533 (N.D. Ala. 1966) (government payments includable in net earnings from self-employment if lessor materially participates under the lease) with Rev. Rul. 60-32, 1960-1 C.B. 23 (payments
received under soil bank program includable in net earnings from self-employment of an owner-operator of a farm). Pub. L. No. 98-4, § 3(a)(2), 97 Stat. 7
(1983) essentially undercut Ann. 83-43 by requiring material participation as to
the diverted acres for PIK distributions to be considered as earnings from selfemployment.
50. See STRUCTURE ISSUES OF AMERICAN AGRICULTURE (Econ. Stat. & Coop.
Serv., U.S. Dep't of Agric., Agric. Econ. Rep. 438, Nov. 1979).
51. 1975 Minn. Sess. Law Serv. ch. 324, § 1 (West). The statute was amended
in 1976 and 1978. 1976 Minn. Sess. Law Serv. ch. 239, § 123 (West); 1978 Minn.
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sin" and Missouri 54 have enacted statutory limits on the use of the

corporation. In addition, the North Dakota" and Kansas5 limita-s
tions date from the 1930's and were revised substantially in 1981. 5
The Oklahoma restriction" dates back to statehood and the Nebraska constitutional provision was adopted by state-wide referendum in late 1982.59 Iowae and Nebraska have imposed reporting
requirements on corporations since 1975, with the Iowa legislation
also including reports by limited partnerships and land ownership
by nonresident aliens and imposing a ban on land acquisition by
corporations with more than twenty-five shareholders.6 2 Iowa
adopted legislation in 1977 limiting the use of the trust as a
method of land ownership or farm operation." Several states have
restraints
restricted investments by nonresident aliens with some
4
century.1
the
of
turn
the
before
having been enacted
In the late 1970's, the U.S. Secretary of Agriculture, through
hearings and instituted research programs, elevated the structure
of agriculture to the status of a national issue. 65 Some members of
the United States Congress have also exhibited an interest in influencing the structure of agriculture by considering the Family Farm
Sess. Law Serv. ch. 722, § 1 (West). See MINN. STAT. ANN. § 500.24(2) (West
1981). See also 6 N. HARL, supra note 4, § 51.04[21[d].
52. S.D. CODIFIED LAWS ANN. § 47-9A-19 (1977). See 6 N. HARL, supra note 4,
§ 51.04[2][e].
53. Wis. STAT. ANN. § 182.001 (West 1978). See 6 N. HARL, supra note 4, §
51.0412][i].
54. Mo. ANN. STAT. ch. 350 (Vernon 1982). See 6 N. HARL, supra note 4, §
51.04[2] [f].
55. N.D. CENT. CODE § 10-06-01, repealed by 1982 N.D. Sess. Laws ch. 134
(1981). See 6 N. HARL, supra note 4, § 51.04[2][b].
56. KAN. STAT. ANN. § 17-5901, repealed by 1981 Kan. Sess. Laws ch. 106 § 3
(1981). See 6 N. HARL, supra note 4, § 51.04121[a].
57. See supra notes 55 & 56. For a discussion of the 1981 amendments to the
North Dakota and Kansas statutes, see 6 N. HARL, supra note 4, §§ 51.04[2][a]
(Kansas), 51.04[2][b] (North Dakota).
58. OKLA. CONST. art. XXII, § 2; OKLA. STAT. ANN. tit. 18, § 1.20 (West 1955).
See 6 N. HARL, supra note 4, § 51.04[2].
59. NEB. CONST. art. XII, § 1.
60. IOWA CODE ANN. § 172C (West 1983).
61. NEB. REV. STAT. §§ 76-1501 to 76-1506 (1976).
62. IOWA CODE ANN. §§ 172C.5, 172C.6, 172C.4, 567.8 (West 1983).
63. Id. § 172C.4(7), (10), (11), (12).
64. See 13 N. HARL, supra note 4, § 123.02[4].
65. See Bergland, Forewordto STRUCTURE ISSUES OF AMERICAN AGRICULTURE,
supra note 50. See also L. SCHERTZ et al., ANOTHER REVOLUTION INU.S. FARMING?
13-41 (U.S. Dep't of Agric. 1979).
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Act of 1972,66 the Family Farm Antitrust Act of 1975,"' and an
amendment to the Food and Agriculture Act of 197711 that would
have limited agricultural program participation to farm operations
organized in specified ways. Congress has also indicated concern
about trends in farmland ownership through the Foreign Investment Study Act of 1974,"' the International Investment Survey Act
of 197670 and the Agricultural Foreign Investment Disclosure Act
of 197871 that requires reporting of land ownership by nonresident
aliens.72
Unquestionably, the federal tax system has had a major impact on the structure of agriculture 7 -an effect greater than most
state and federal agricultural legislation. Estate tax and income tax
provisions can both be cited as significant variables influencing the
size and ownership of farms.
A.

ESTATE TAX CONSIDERATIONS

It is not difficult to see why farmers and farm groups urged
the Congress in 1976 to take up the subject of federal estate tax
reform. In the years before 1976, the reduction in the number of
farms and the increase in average size of farms along with sharp
increases in the value of assets per farm had contributed to concern about the future of the family farm.
66. S. 2828, 92d Cong., 1st Sess., 117 CONG. REC. 40,106 (1971).
67. S. 458, 94th Cong., 1st Sess., 121 CONG. REc. 1,507 (1975).

68. Pub. L. No. 95-113, 91 Stat. 913 (1977).
69. Pub. L. No. 93-479, 88 Stat. 1450 (1974).
70. Pub. L. No. 94-472, 90 Stat. 2059 (1976) (codified at 22 U.S.C. §§ 31013108).
71. Pub. L. No. 95-460, 92 Stat. 1263 (1978) (codified at 7 U.S.C. §§ 35013508). See, e.g., Recent Development, ForeignInvestment-The Agriculture For-

eign Investment Disclosure Act of 1978, 19 HARV. INT. L.J. 1026 (1978). See
13 N. HARL, supra note 4, ch. 123.

also

72. See C. DAVENPORT, M. BOEHLJE & D. MARTIN, THE EFFECTS OF TAX POLU.S. Dep't of Agric., Agric.

ICY ON AMERICAN AGRICULTURE (Econ. Res. Serv.,

Econ. Rep. 480, Feb. 1982).

73. For a discussion of the various economic forces believed to affect the
structure of agriculture, see Harl, Influencing the Structure of Agriculture, 42 J.
AM. Soc'Y FARM MGRS. & RURAL APPRAISERS 59 (1978).
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Table 1. Value of assets per farm, at current prices, 1940-81.
Year

Real
Estate

1940
1950
1960
1970
1979
1980
1981

$ 5,297
13,324
34,610
73,172
251,210
284,910
313,742

Livestock
& Poultry
$

808
2,283
3,848
7,962
21,974
25,280
25,171

Machinery
$

482
2,154
5,739
10,952
36,404
37,418
39,948

Stored
Crops
$

420
1,344
1,952
3,073
11,754
13,812
15,045

Total
$ 8,350
23,436
53,036
106,780
344,771
361,420
393,906

Source: ECONOMIC RESEARCH SERVICE, U.S. DEP'T AGRIC., STATISTICAL BULLETIN No. 674, ECONOMIC INDICATORS OF THE FARM
SECTOR.

The value of assets per farm nationally has increased from
$8,350 in 1940 to $393,906 in 1981-greater than a forty-fold increase in less than forty years. The increase in average per acre
value of farmland has added to fears that the federal estate tax
burden might jeopardize the family farm.
Congress apparently concluded that it could be helpful in the
effort to assure the survival of the farm and small business by (1)
reducing the federal estate tax burden on small estates; (2) creating a procedure for valuing land used in a farm or other business
below fair market value for federal estate tax purposes under what
is known as special use or "use" valuation;74 and (3) enacting a
highly attractive installment payment provision for paying federal
estate tax if a business was involved. 5
Congressional action in the Tax Reform Act of 1976 providing
for reductions in the federal estate tax burden for farm firms
seems to have taken place under the assumption that the family
farm as a production entity should continue as an economic entity
through time. Pre-death and post-death requirements for installment payment of federal estate tax and "use" valuation of farm74. I.R.C. § 2032A (added by the Tax Reform Act of 1976, Pub. L. No. 94455, § 2003, 90 Stat. 1862).
75. I.R.C. § 6166 (added by the Tax Reform Act of 1976, Pub. L. No. 94-455,
§ 2004, 90 Stat. 1862). The Tax Reform Act of 1976 redesignated the 10-year
installment payment of federal estate tax provision as I.R.C. § 6166A and the 15year installment payment provision as I.R.C. § 6166. Economic Recovery Tax Act
of 1981, Pub. L. No. 97-34, § 422(d), 95 Stat. 315 (repealed I.R.C. § 6166A effective for deaths after 1981).
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land are difficult to meet if the farm firm ceases to function as a
production entity at retirement or death even if the land is retained and rented to a tenant as noted below. :" Thus, Congress
appears to have assumed that the way to assure the survival of the
family farm as a concept was to work to assure the survival of family farms as economic entities."
Yet, traditionally, most farm businesses have not survived the
generation of their founding. 78 A large proportion of farm firms
have been "born" and have "died" each generation with no hope
that the farm firm would continue beyond the life span of the parents. In many instances, the parents have assisted some children in
becoming established in farming and eventually spinning off into
their own economic orbits. In other cases, all heirs are pursuing
off-farm vocations. But in both instances, the family firm does not
continue to function beyond the death or retirement of the parents
even though the land may continue to be owned within the family.
In recent years, a small but growing number of farm operations-referred to elsewhere as "super firms" 79-have pursued an
objective of continuation into the next generation. In general, these
are the larger operations with the most to gain economically from
seeking continuity of the core family operation.
Thus, the major beneficiaries of the special steps taken to ease
the federal estate tax burden have been the larger operations.
Moreover, the larger the firm, the greater the tax benefit, up to a
point.
Increased exemption
Through 1976, each estate had been entitled to a $60,000 exemption before the federal estate tax was figured.80 Literally doz76. See infra notes 94-101 and accompanying text.
77. See H. REP. No. 94-1380, 94th Cong., 2d Sess. 22, reprinted in 1976 U.S.
CODE CONG. & AD. NEWS 3356, 3376:
Valuation on the basis of highest and best use, rather than actual use,
may result in the imposition of substantially higher estate taxes. In some
cases, the greater estate tax burden makes continuation of farming, or
the closely held business activities, not feasible because the income potential from these activities is insufficient to service extended tax pay-

ments or loans obtained to pay the tax. Thus, the heirs may be forced to
sell the land for development purposes.

78.
79.
80.
94-455,

See 5 N. HARL, supra note 4, §§ 41.02, 41.07[3].
See id. § 41.07[3].
I.R.C. § 2052, before repeal by the Tax Reform Act of 1976, Pub. L. No.
§ 2001(a)(4), 90 Stat. 1848.
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ens of bills were introduced in Congress in 1975 and 1976 to raise
that exemption.8 1 The majority of the proposals would have increased the exemption to $200,000.82 However, Congress instead
voted to drop the exemption altogether and adopt a credit against
the calculated federal estate tax.83 Much of the early work on the
credit was done at Iowa State University in 1975 and early 1976.84
The credit resulted in less loss of federal estate tax revenue,
which was significant in itself, but more importantly the credit
avoided the problem of rewarding those with the largest estates
with the largest tax savings. 8" The difference between a $200,000
exemption and a $47,000 credit (the level effective in 1981) was
about $106,000 for a $21 million estate.8 Yet the effects are the
same for a $500,000 estate and almost the same for a million dollar
estate.
"Use" valuation of land.
Also, as part of the 1976 reform package, Congress created two
additional procedures for valuing land for federal estate tax purposes.87 Under the option most likely to be used, farmland may be
valued at death based on average annual gross cash, rental (less
property taxes) on comparable land in the locality capitalized at
the average annual effective interest rate for new Federal Land
Bank Loans.88 All calculations are to use data for the last five full
calendar years before death.8 9
Example: Average annual gross cash rents for the 1978-1982 period of $108, property taxes of $8, leaving $100 to be capitalized.
At an interest rate of ten percent, the land would be valued at
$1,000 per acre for death in 1983. Land that would have rented at
that figure for the last five years would probably sell for double
81.. See Tannenwald, A Comparative Study of Proposals to Reform Federal
Estate and Gift Tax Laws Introduced During the 94th Congress, Congressional
Research Service, Library of Congress, March 18, 1976.
82. See 5 N. HARL, supra note 4, § 44.05[31 n.28.
83. I.R.C. § 2010 (added by the Tax Reform Act of 1976, Pub. L. No. 94-455,
§ 2001(a)(2), 90 Stat. 1848).
84. See N. Harl, Some Alternatives for FederalEstate Tax Reform, Pm 691,
Iowa State University (June 1976).

85. Id.

86. See 5 N.

HARL,

87. I.R.C. § 2032A.

supra note 4, § 44.05[3].

88. Id. § 2032A(e)(7).
89. Id.
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that figure and possibly more.
Land values typically run from thirty-five to fifty percent of fair
market value under use valuation.9 0 The outcome can be sizeable
reductions in federal estate tax liability up to a theoretical maximum benefit of $275,000 (fifty percent maximum federal estate tax
rate, after 1985,91 with a maximum reduction of $750,000 from the
gross estate).92
Reductions in tax liability of that magnitude are bound to
draw the attention of investors near and far. That is why Congress
created a series of "fences" to exclude mere investors from enjoying the benefits of use valuation. To be eligible, several requirements must be met."3 Among them is the requirement that the decedent (or member of the decedent's family) must have
participated materially in the production of income for five or
more of the last eight years before the earliest of retirement, disability or death. 4 To avoid recapture of the tax benefit involved,
the qualified heir or a member of the qualified heir's family must
continue participating materially for ten years after death (unless
the qualified heir dies first) for deaths after 1981." It is important
to note that material participation cannot be achieved by an
agent."' This is an essential part of the fence to exclude from eligibility those who would invest in land merely to take advantage of
the benefits of use valuation.9
The qualified use test requires the decedent or member of the
decedent's family to have had an equity interest in the farm operation (1) at the time of death99 and (2) for five or more of the last
eight years before death,9 9 and the qualified heirs to each have an
equity interest in the farm operation during the recapture period
90. See Boehlje & Harl, "Use" Valuation Under the 1976 Tax Reform Act:
Problems and Implications, 19 JURIMETRICS J. 100, 118-121 (1978).
91. I.R.C. § 2001(c)(1).
92. See id. § 2032A(a)(2).
93. See generally 5 N. HARL, supra note 4, § 43.03[2][d].
94. I.R.C. § 2032A(b)(1)(C)(ii).

95. Id. § 2032A(c)(6)(B).
96. Under I.R.C. § 1402(a)(1), material participation must be achieved by the
owner "determined without regard to any activities of an agent of such owner...
in the production or the management of the production of such agricultural or

horticultural commodities." Pub. L. No. 93-368 (amending 26 U.S.C. § 1402(a)(1)
(Supp. 1975)).

97. See Boehlje & Harl, supra note 90, at 125.
98. I.R.C. § 2032A(b)(1).
99. Id. § 2032A(b)(1)(C)(i).
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after death. 100 The practical effect of the qualified use test is to
disqualify cash rented land (except that rented to a family member
or entity owned and controlled by family members) in the predeath period and to totally eliminate cash rental arrangements in
the post-death recapture period except for the two-year grace period immediately following death.01
What are anticipated structural effects of use valuation?
* For those with sizeable estates, land tends to be worth relatively more to those who can meet the eligibility requirements.
Table 2.
Net Worth

Benefits
per acre

$ 500,000
750,000
1,000,000

$252
267
261

Present value of benefits (8%)
assuming death in
5 years 10 years 15 years 20 years
$172
182
178

$117
124
121

$ 79
84
82

$ 54
57
56

Source: Boehlje & Harl, "Use" Valuation Under the 1976 Tax Re-

form Act: Problems and Implications, 19 JURIMETRICS J.

100, 125 (1978).

Thus, a person with a life expectancy of five years and a net worth
of $750,000 could afford to pay $182 more per acre for land than
someone not eligible for use valuation. In general, this situation
encourages farmers-and other eligible individuals-to retain land
until death and even to shift ownership toward more land and
away from other investments with advancing age until the
$750,000 maximum reduction in gross estate is reached. The use
value concept may, therefore, make it easier for farmers (and
others who are eligible) to bid land away from nonfarmers.
100. Id. § 2032A(c)(6)(A). See Treas. Reg. § 20.2032A-3(b)(1), T.D. 7710,
1980-2 C.B. 354. See also Priv. Ltr. Rul. (P-H) 8240015 (June 29, 1982) (surviving
spouse did not have equity interest in land which was rented to children under a
"net lease"); Priv. Ltr. Rul. (P-H) 8307110 (February 18, 1982) (children as qualified heirs not "at risk" with cash rent lease to sons of decedent's half-brother).
101. See Priv. Ltr. Rul. (P-H) 8240015, supra note 100. See also Priv. Ltr.
Rul. (P-H) 8147100 (Aug. 27, 1981) (cash rent lease to partnership comprised of
decedent's sons as partners acceptable in pre-death period); Priv. Ltr. Rul. (P-H)
8149006 (Aug. 26, 1981) (cash rent lease to son as farm tenant met qualified use
test in pre-death period); Priv. Ltr. Rul. (P-H) 8201016 (Sept. 22, 1982) (cash rent
lease to unrelated tenant failed to meet "qualified use" test in pre-death period
since no "equity interest" in farm operation by landowner or member of family).
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- If the fence restricting the use valuation privilege is lowered
further to enable nonfarm investors to obtain these tax benefits,
increased movement of equity capital from nonfarm investors into
the farm sector could be expected. Additional capital would likely
flow into farmland, driving up the price, until investors were once
again indifferent to investing in farmland with the benefits of
"use" valuation and investing in other assets valued at death at
fair market value. The expected effect would be a one-time increase in land value with subsequent purchasers paying a higher
price for land. In effect, subsequent purchasers would "pay" for
the one-time tax break.
* If the fence is not lowered, the result would be a substantial
economic advantage for those able to meet the pre- and post-death
requirements. As a result, such individuals (presumably farmers
and those meeting the eligibility requirements through a lease)
would be able to bid land away from those ineligible for use valuation (presumably nonfarm investors).
* Use valuation is also likely to discourage the sale or other
disposition of land after death, at least for the recapture period.
The benefits of tax deferral are substantial, even short of ten years,
but there is no recapture after ten years have elapsed (unless the
recapture period is extended because of use of any part of the twoyear grace period).
For nonfarmers able to meet the eligibility requirements, it
will mean greater involvement in the farm business at least for the
ten-year period. A key point is that the benefits go to the larger
estates where the family is willing to continue to hold the land and
be actively involved in the farm operation for the recapture period
after death. In effect, the encouragement is to continue farm operations and to continue ownership of land within landowning
families.
Internal Revenue Service data indicate that the revenue loss
from use valuation is greater than anticipated. The estimated loss
of $14 million projected for 1976102 had risen to approximately ten
times that figure in 1979108 and to more than forty times the original estimate by early 1983.10 Moreover, use value as a percentage
102.

JOINT CoMMmE

ON TAXATION, GENERAL EXPLANATION OF THE TAX RE-

ACT OF 1976, at 597 (1976).
103. See Hartley, Final Regs. Under 2032A: Who, What and How to Qualify
for Special Use Valuation, 53 J. TAX. 306 (1980).
104. See Harl, Special Use Valuation: The Standout from TRA '76, 122 TR.
& EST. No. 4, at 12-19 (1983).
FORM
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of fair market value has varied substantially by IRS district, ranging from a reduction of twenty-nine percent from fair market value
in the Los Angeles District to seventy-six percent in the Philadelphia District.10 '
If public policy were served by easing the federal estate tax
burden for small firms, there are ways to accomplish that result
without the distortions and potential distortions in resource allocation that are inherent in presently existing use valuation. In particular, the following are suggested:
1) In the interest of avoiding distortions in resource allocation,
it is suggested that the use valuation concept be available for any
assets in a closely held farm or ranch business, including machinery, livestock and equipment, as well as land-as the tax on assets
in a closely held business is presently subject to installment
payments.'"
2) Because of the difficulties inherent in valuing land by capitalizing adjusted gross cash rents, and in the interest of tax simplification and uniformity of application, it is suggested that use valuation be calculated as a statutory percentage of fair market value
for the eligible assets subject to the statutory maximum limitation.
3) In order to avoid the problem inherent in deductions making use valuation of greatest value to those with the largest estates
(use value is worth $375,000 for an estate in the fifty percent tax
bracket), it is suggested that the reduction in gross estate be transformed into a credit in the manner and style of the unified credit
so that the value of the concept would be the same for all taxable
estates.
Installment payment of federal estate tax
Beginning in 1958, federal law has permitted the portion of
federal estate tax attributable to a business to be paid over a tenyear period.10 7 In 1976, a second installment payment provision
was added.1"' The latest provision, effective for deaths after 1976,
permits payment of the federal estate tax attributable to a busi105. Hartley, supra note 103, at 308.
106. I.R.C. § 6166.

107. Id. § 6166A, repealed by Economic Recovery Tax Act of 1981, Pub. L.
No. 97-34, Title IV § 422(d), 95 Stat. 315.
108. I.R.C. § 6166 (added by Tax Reform Act of 1976, Pub. L. No. 94-455, §
2004(a), 90 Stat. 1862).
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ness over nearly fifteen years after death.1 0 9 There is no tax-only
interest-due on the business part of the estate until sixty-nine
months after death.1 10 Thereafter, the tax at one-tenth per year is
paid with interest on the unpaid balance over the next nine
years."'
An important part of the so-called fifteen-year installment
payment provision is the fixed four percent interest (compounded
daily) on the first $1 million of taxable estate." 2 The real economic
benefit of a four percent interest rate depends upon the alternative
rate of return on funds not paid in taxes when due."' Over the
fifteen-year period, if a net of ten percent could be earned on
$100,000 not paid in federal estate tax, the earnings would total
$132,225."' That would cover all of the tax and all but $5,775 of
the interest due. 16
Use of the installment payment provision also discourages sale
or other disposition of land and other assets. Disposition of onehalf or more of the business assets in the fifteen-year period after
death ends the installment payment privilege."'
Corporate stock redemption
The third element in the trilogy of federal estate tax provisions encouraging continuation of the farm business is that, if the
farm business is operated as a corporation and the requirements
can be met, all death taxes and estate settlement costs can be paid
by corporate purchase of stock held by the decedent.'" The tax
cost, if any, would be capital gain." 8 If installment payment of federal estate tax has been elected, stock redemption can be continued over the installment payment period-up to 177 months after
death. 1 9
Essentially, that means the farm business can bear the burden
109. See 5 N. HARL, supra note 4, § 42.05[4], Table 42-5.
110. Id.
111. Id.
112. I.R.C. §§ 6601(j), 622.
113. See supra note 109.
114. Id. These figures do not take into account the effect of compounding the
interest. See I.R.C. § 6622.
115. See 5 N. HAnL, supra note 4, § 42.05[4].
116. I.R.C. § 6166(g)(1).
117. Id. § 303. See generally 5 N. HARL, supra note 4, § 42.09.
118. I.R.C. § 303(a).
119. Id. § 303(b)(1)(C). See 5 N. HARL, supra note 4, § 42.09[5].
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for death taxes and estate settlement costs. Under federal corporate income tax rates, earnings used for that purpose have been
taxed only at the corporate rate which can be from a minimum of
fifteen percent on the first $25,000 of corporate taxable income to a
maximum of forty-six percent on taxable income above $100,000.120
B.

IMPACT ON STRUCTURE

For farm businesses that are eligible for use valuation of land,
fifteen-year installment payments of federal estate tax and corporate stock redemption after death, the burden of death taxes and
estate settlement costs is lightened substantially. As noted earlier,
the farm businesses most likely to be able to take advantage of
these provisions are the larger firms having an objective of
continuity.
An emerging concern in the years since 1976 has been that
benefits flowing to larger firms and those continuing beyond the
founding generation may be helping to transform the structure of
agriculture. Without much doubt, the congressional action in 1976
has created pressures for farm firms to continue. That encouragement could accelerate the trend toward fewer and larger farms. It
is ironic that a policy aimed at preserving the family farm and
small business could, at least for farm firms, have the opposite
effect.
By one theory, a family owned and controlled agriculture is
promoted (1) by a death tax structure that is as demanding of
farm estates as those of any other sector, such that investment is
not unduly attracted from nonfarm investors, and (2) by a death
tax structure that may lead to the break up of large tracts of land.
Without a doubt, entry into agriculture is inhibited if land is tied
up within families for extended periods.
The federal estate tax was apparently intended by the United
States Congress to accomplish multiple objectives: to generate revenue, to redistribute wealth and to influence the structure of the
economy. The question is whether the recent changes are consistent with those objectives.
It may be several years before clear evidence exists on the effect of the Tax Reform Act of 1976 on the structure of agriculture.
One of the most difficult policy issues is the fact that what appears
to be beneficial to one firm in isolation may generate quite a different outcome when the aggregate or "macro" effects are taken into
120. I.R.C. § 11(b).
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account. In examining the wisdom of changes in the tax area, the
changes should be evaluated not solely on the basis of the expected
effects upon a particular firm but also on the expected effects in
the aggregate.
IV.

ADDITIONAL POLICY CONCERNS

Most sectors of the economy are 'not singled out for special
attention when changes in tax law are under consideration. The
uniqueness of the tax treatment of agriculture, however, assures
that statutory changes in the tax structure are subject to public
and political scrutiny. The politicization of agricultural taxation
has introduced elements of uncertainty into the process of change
in statutory law that promise to become increasingly significant in
the years ahead.1"1 To maintain a unique tax structure will require
continuing political support by the nonfarm population. In order
to merit that support, it will be necessary for agriculture to demonstrate that the tax structure applicable to agriculture is responsibly
conceived with long-term results that are in the public interest.
Continuing research is needed to determine the effects of tax
structure on the structure of agriculture and, ultimately, on the
cost and availability of food and fiber for the American people and
for the entire human family. Without continuing validation of the
overall benefits to society of a unique tax system for agriculture,
such a tax system is not likely to be maintained.
The pace of change in tax law in recent years and the growing
tendency to use the tax system to do more than generate revenue,
suggest clearly that a greater effort should be made to ascertain
the expected effects of proposed changes in tax law before enactment of provisions into law. Much of the recent tax legislation has
taken on the aura of a huge economic and social experiment. In the
future, the costs of such experimentation may well be viewed as
unacceptably high. Quite clearly, the potential consequences of
major changes in tax policy are great and deserve careful attention
before being implemented.

121. See supra note 49.

